Michigan Law Review
Volume 49

Issue 2

1950

THE TAXABLE INCOME OF COOPERATIVES
Roswell Magill
Member, New York bar; Columbia University

Allen H. Merrill
Member, New York bar

Follow this and additional works at: https://repository.law.umich.edu/mlr
Part of the Business Organizations Law Commons, and the Tax Law Commons

Recommended Citation
Roswell Magill & Allen H. Merrill, THE TAXABLE INCOME OF COOPERATIVES, 49 MICH. L. REV. 167 ().
Available at: https://repository.law.umich.edu/mlr/vol49/iss2/2

This Article is brought to you for free and open access by the Michigan Law Review at University of Michigan Law
School Scholarship Repository. It has been accepted for inclusion in Michigan Law Review by an authorized editor
of University of Michigan Law School Scholarship Repository. For more information, please contact
mlaw.repository@umich.edu.

MICHIGAN LAW REVIEW
Vol. 49

DECEMBER 1950

No.

2

THE TAXABLE INCOME OF COOPERATIVES

Roswell Magill* and Allen H. Merrillt

T

HE Revenue Act of 1951 promises to be the tax charter of the
next several years. Great sums of money must be raised, not for
an emergency we can hope will shortly be over, but to support
strong mobilization and armed camps in many lands for many years.1
It is no longer possible to obtain the needed revenue simply from great
corporations or from well-to-do individuals. All of us must pay the
heavy price of civilization.
In the days of lower rates, tax exemptions were regarded as pleasant
gratuities to worthy causes, that cost nothing to the rest of us. 2 As
governmental costs increase, it becomes more and more evident that
tax exemption to A means not merely that A is not required to support
the government at all, but also that B, C and D, the other taxpayers,
will have to pay proportionately more by virtue of A's exemption.
Obviously if $1,000 of governmental costs is divided four ways, among
four taxpayers, each will pay less than if $1,000 of governmental costs
is divided three ways among three taxpayers. If the governmental costs
are not $1,000 but $1 billion or $10 billion or $50 billion and the
number of taxpayers is not 3 or 4 but 30 or 50 million, per capita costs
are harder to compute, but the conclusion is not changed.
In these days the tax impact is severe, and there is great danger of
strangling the incentive to produce which is our greatest force for advancing our civilization, and for winning wars. Consequently, it is
,. Member, New York bar; Professor of Law, Columbia University; Under Secretary
U.S. Treasury, 1937-38.-Ed.
t Member, New York bar.-Ed.
1 See Magill, "Our Fiscal Resources for the Emergency," P.aocEEDINGS NAT. TAX
AssN., Sept. 11, 1950.
2 See Paul, ''The Justifiability of the Policy of Exempting Farmers' Marketing and
Purchasing Cooperative Organizations from Federal Income Taxes," 29 MINN. L. REv. 343
at 361 (1945): "Exemption from income tax has been traditionally granted to forms of
organizations which make an important contribution to the well-being of society and which
do not operate for the purpose of making a profit for themselves." This is an acceptable test;
and for the reasons given below, it is submitted that the exemption of the income ea.med by
cooperatives is not justifiable.
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more imperative than ever before· that we reexamine the fundamental
fairness of the structure of our tax system; and that we eliminate all
th9se indirect subsidies by tax exemption that are not clearly essential
to our free economy. It is one thing to exempt from tax the property
of a university or a church; churches and schools are distinctive and
fundamental ·parts of our way of life. It is quite- another thing to ex- ·
empt the income of business institutions whether owned by a school or
a church or some other citizen.3 How can anyone justify taxing the income of one business institution and exempting the income of another
just like the first, except that it is owned by a worthy institution?
The list of exempt corporations now contained in section 101 of the
Internal Revenue Code has grown steadily over the years since 1913 in
length and in scope.4 It is time for the whole list to be re-examined and
the exemption provisions narrowed to comprehend only those institutions which in these stringent times can make a clear case for such
indirect government support: Moreover, the actual scope and operation
of those administrative rulings which treat the receipts of a nonexempt
corporation as something other than income must be closely scrutinized,
lest, through ingenious devices, what would be taxable income to ordinary corporations escapes the toll.
This article is a study of the exemption in section 101(12) of "farmers', fruit growers', or like associations organized and operated on a cooperative basis"; and, in particular, of the taxability of the income of
such corporations. The basic question is, What is the taxable income
3 See Revenue Act of 1950, §301 et seq., imposing income taXes on ·specified business
income of certain taX-exempt organizations, but not of churches. See also Universal Oil
Products Co. v. Campbell, (7th Cir. 1950) 181 F. (2d) 451, and C. F. Mueller Co., 14
T.C. No. 922 (1950), holding business corporations taXable even though their stock is
exclusively owned by exempt organizations.
4 The Revenue Act of 1913 in section G contained 19 lines of exemptions from the
income taX of designated organizations, including "labor, agricultural, or horticultural organizations." In the 1921 act, the quoted phrase was retained in section 231(1), (as it is today
in section 101(1) of the Code); and there had been added subsection (II): "Farmers', fruit
growers', or like associations, organized and operated as sales agents for the purpose of marketing the products of members and turning back to them the proceeds of sales, less the
necessary selling expenses, on the basis of the quantity of produce furnished by them; or
organized and operated as purchasing agents for the purpose of purchasing supplies and
equipment to such members at actual cost, plus necessary expenses.•••"
The requirement that the organization be a sales agent was dropped out in the 1926 act;
that exemption provision added permission to such a corporation (1) to issue capital stock
with a fixed dividend not to exceed the greater of 8% or the legal rate of interest in the state
of incorporation; (2) to build up tax-free reserves; and (3) to buy from or sell to nonmembers,
with restrictions on amount. The text of section 231(12) alone of the 1926 act is much longer
than all the exemption-provisions in the 1913 act.
The present version of the exemption. of cooperatives; section 101(12) of the Code, is
substantially the same as the 19;26 act subsection.
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of a cooperative, in the absence of statutory exemptjon or exemption
by administrative ruling? Do such business corporations have an income
from their businesses which in these days of revenue stringency should
be taxed as other business income must be taxed?
Cooperative corporations engage in a wide variety of activities, marketing, purchasing, manufacturing and processing. Some of them are
tied together in chains not unlike the public utility holding, management, and operating companies of the twenties. The latest available
official reports show that there are some 50,000 of them in the country
with a total annual volume of business of at least $10 billion.5 Such
corporations may be broadly classed as buying and selling organizations.
Corporatio~s of the first group typically buy from patrons agricultural
products such as grain, dairy products, live stock, fruits and vegetables,
cotton, poultry and tobacco. Their services may consist of grading,
sorting, packing, storing, advertising (Sunkist oranges, Sun-Maid
raisins, Lando' Lakes butter, Calavo avocados, C. & H. sugar), transporting and selling the products. Or such products may be manufactured, as grain into B.our, or processed, as milk into cheese or butter.
For that purpose, the corporation may have constructed mills and
plants at strategic locations. Capital to finance the mills and plants may
have come from the sale of stock to investors who are not farmers or
cooperators; or from the retention of untaxed earnings.
A selling cooperative corporation buys in quantity for resale farm
equipment, machinery and supplies. Some may be bought from other
cooperative corporations which have manufactured the machinery and
supplies. Capital for such activities likewise comes from stock investment or from withheld and untaxed earnings.
However large the current tax-paying ability of cooperatives, their
continuing growth makes them an even greater source of revenue for
the future. The number of members of farmers' cooperatives, for exIi Some 10,000 farmers' coop~atives account for by far the major portion of the business
volume. For the 1948-49 marketing season, for example, 10,075 farmers' cooperatives reported
a business volume of $9.3 billion to the Farm Credit Administration. See Press Release, Farm
Credit Administration, October 2, 1950. For 1948, the business volume of retail consumer
cooperatives, including some farmers' cooperatives, approached $1.25 billion and that of local
service cooperatives exceeded $29 million. See "Bureau of L3cbor Statistics, Operations of
Consumers' Cooperatives in 1948," MONTHLY LAI!OR REvmw 399 (October, 1949). The 1939
census of wholesale trade shows that retailer-owned cooperative wholesales did a total business
of about $223 million. See Bureau of Census, Census of Business, 1939, Vol. II, Wholesale
Trade. Spokesmen against the present tax treatment of cooperatives have estimated that they
are a potential source of over $300 million additio_nal annual revenue at pre-1950 tax rates. See
NATIONAL TAX EQUALITY AssoCIAnoN, FACTS AND FIGURES, 40-52 (February, 1950); see
also statement of Lovell H. Parker, Hearings before Committee on Ways and Means on
Proposed Revisions of the Internal Revenue Code, 80th Cong., 1st sess., pp. 2710-13 (1947).

170

MicmGAN LAw REvmw

[ Vol. 49

ample, has grown from about 650,000 in 1915 to 6,384,000 for the
1948-49 marketing season, and the volume of business of such cooperatives for the same period has increased from about $630,000,000
to $9,300,000,000.6

I
THE NATURE AND BusINEss

OF

CooPERATIVES

The legal basis for the present exempt status of the income of cooperatives is twofold. First, many farmers', fruit growers' and like cooperative corporations which buy products from their members for the
purposes of marketing them, or which purchase supplies and equipment for resale to members, qualify as organizations exempt from taxation under section 101(12) of the Internal Revenue Code.7 Secondly,
and of at least equal importance, all kinds of cooperatives, exempt or
not, have been permitted, under rulings of the Treasury Department, to
exclude from gross income the amount of so-called "patronage dividends," distributed to members.8 The theory of the exclusion seems to
be that the net operating margins of a cooperative which are distributed
6 STATISTICS OF F.ARMEns' MABXETING AND PURCHASING CooPBRATIVES 5-7, FARM
CREDIT ADMINISTRATION (1947-48); Press Release, Fann Credit Administration, October 2,
1950. For the 1929-30 season, the number of members was 3.1 million and the volume of
business was $2.5 billion; for the 1935-36 season, the £gures were 3.7 million and $1.8 billion,
respectively; for the 1939-40 season, 3.2 million and $2.08 billion, respectively; and for the
1945-46 season, 4.5 million and $5.6 billion, respectively.
7 Section 101(12) exempts from the tax on corporations: "Farmers', fruit growers', or
like associations organized and operated on a cooperative basis (a) for the purpose of marketing the products of members or other producers, and turning back to them the proceeds of
sales, less the necessary marketing expenses, on the basis of either the quantity or the value
of the products furnished by them, or (b) for the purpose of purchasing supplies and equipment for the use of members or other persons, and turning over such supplies and equipment
to them at actual cost, plus necessary expenses. Exemption shall not be denied any such
association because it has capital stock, if the dividend rate of such stock is £xed at not to
exceed the legal rate of interest in the State of incorporation or 8 per centum per annum,
whichever is greater, on the value of the consideration for which the stock was issued, and
if substantially all such stock (other than nonvoting preferred stock, the owners of which are
not entitled or permitted to participate, directly or indirectly, in the pro£ts of the association,
upon dissolution or otherwise, beyond the £xed dividends) is owned by producers who market
their products or purchase their supplies and equipment through the association; nor shall
exemption be denied any such association because there is accumulated and maintained by
it a reserve required by State law or a reasonable reserve for any necessary purpose. Such
an association may market the products of nonmembers in an amount the value of which does
not exceed the value of the products marketed for members, and may purchase supplies and
equipment for nonmembers in an amount the value of which does not exceed the value of
the supplies and equipment purchased for members, provided the value of the purchases
made for persons who are neither members nor producers does not exceed 15 per centum of
the value of all its purchases. Business done for the United States or any of its agencies shall
be disregarded in determining the right to exemption under this paragraph••••"
SSee, for example, I.T. 3208, 1938-2 Cum. Bul.'127, and rulings cited infra note 43 •.
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to its members as patronage dividends do not represent a distribution
of profits but rather an adjustment of price in transactions between
members and the corporation-an increase in price in the case of sales
by members to the corporation and a refund or rebate in the case of
sales by the corporation to its members.
Cooperatives in the United States originated over a century ago in
response to the need of farmers to find an efficient method of marketing their crops as they produced more and more for distant markets.
Individual farmers ordinarily could not ship in car-lot quantities and
had little chance for learning current conditions in distant markets.
Farmers' marketing cooperatives were developed to provide a means of
group selling. Farmers' purchasing cooperatives had a parallel development which eventually enabled farmers to buy supplies and equipment
through their own organization.9
Although urban consumer cooperatives, retailer-owned cooperative
wholesalers and, to a lesser extent, labor-purchaser cooperatives are
growing in significance, what are still called farmers' cooperatives are
presently responsible for much the greater part of total business activity in the cooperative form.10 It is no longer accurate, however, to
regard farmers' cooperatives as groups of individual crop-growers banding together to protect their bargaining position jn marketing products
or buying seed and fertilizer. A modem marketing cooperative, or an
affiliated group of them, may carry products from the hands of the
farmer into those of the ultimate consumer, performing not only the
marketing function but also processing and manufacturing, wholesaling
and retailing. Similarly, a purchasing cooperative and its affiliates may
carry the supply function back to the stage of extracting the raw materials to be used in the manufacture of products for distribution and
ultimate sale. The marketing and purchasing functions, as thus extended, may be combined, and the financing of either or both may be
aided by lending institutions which are themselves cooperative organizations.11 In addition, service cooperatives may perform supplementary
9 See Paul, ''The Justifiability of the Policy of Exempting Farmers' Marketing and
Purchasing Cooperative Organizations from Federal Income Taxes," 29 MINN. L. REv. 343
at 347 et seq. (1945).
lO About half of such cooperatives are estimated to hold certificates of exemption under
section 101 of the Code. See Treasury Department, Division of Tax Research, THB TAXATION
OF FARMBns' CooPBRATIVE AssoCIATIONS 13 (October 1947).
11 Section 101(13) of the Code fully exempts from tax a corporation organized by an
exempt cooperative or its members and operated in conjunction with that cooperative to
finance the crop operations of the members or other producers. The statute authorizing the
Governor of the Farm Credit Administration to charter regional Banks for Cooperatives and
a Central Bank for Cooperatives requires borrowing cooperatives to own stock in such banks
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functions by the operation of telephone or electric systems, irrigation
systems, hospitals and even funeral parlors. Large cooperatives may be
centralized associations the members of which are individuals but which
operate over a wide area and own various subsidiaries, or they may be
federated associations the members of which are wholly or predominantly other ~ooperatives·, which, in turn, may themselves be federations. Together with its affiliates, a centralized or federated cooperative
may have reached a high degree of vertical and horizontal integration.
Its operations may be local, regional, national or even international in
scope.12
Most present-day cooperatives are incorporated, either as stock or
non-stock corpbrations.13 If preferred stock is authorized, it is usually
non-voting and limited as i:o dividend rights. Common stock is normally limited as to dividen,d rights and can be held only by members.14
Customarily, each member will be required to -own at least one share
of common stock as· a condition of membership and, regardless of the
number of shares he owns, he will have only one vote at shareholders'
meetings. Otherwise, his certificate of membership entitles him to
about the same rights of control as those to which a common stockholder
in the ordinary corporation is entitled.15
Three principal types of pricing policies are used by cooperatives.
The first, and probably the most usual among the larger cooperatives,
and contemplates that the Government-owned stock therein may eventually be retired. 12
U.S.C.A. §1134 et seq. Those banks are not to be exempt from tax as Government instrumentalities after the Government-owned stock is retired. 12 U.S.C.A. §ll38c.
12 In the 1942-43 marketing season, about 43% of the total volume of marketing done
by farmers' cooperatives was accounted for by 48 federated or centralized regional cooperatives, each with a business volume of more than $10 million. In addition, there were IO
federated or centralized regional purchasing cooperatives, each with an annual volume of
more than $10 million, which accounted for about 35% of the total purchasing volume of all
farm cooperatives. See T;he Taxation of Farmers' Cooperative Associations, supra note 10 at
p. 6.
13 As of 1938, approximately 77% of farmers' cooperatives were organized under cooperative statutes, 55% of which had capital stock and 22% of which were nonstock corpora. tions. About 13% were incorporated under general corporation laws, and approximately 10%
were nof incorporated. See HULBERT, Ll!GAL PHASES OF CooPERATrVE AssoCIATIONs, FARM
CREDIT ADMINISTRATION, BULLETIN No. 50, p. 10 (May, 1942). The relatively few which
are unincorporated generally have the type of centralized management and continuous existence sufficient to cause them to be classifiable as "associations" under the Internal Revenue
Code. See I.R.C., §3797(a)(3), and U.S. Treas. Reg. Ill, §3797-2.
14 The common stockholders of an incorporated stock cooperative constitute its members.
See HULBERT, supra note 13, at 67.,
15 He may, for example, (1) elect, remove or challenge the status of directors; (2) require
officers and directors to act within the scope of their authority and hold those who do not
accountable for any losses· he suffers; (3) examine corporate books, records and property;
(4) require the corporation to account to him correctly and in adequate detail; (5) bring suit
on behalf of the corporation; and (6) adopt or change by-laws. See HULBERT, supra note 13,
at 69.
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is the so-called Rochdale principle, the distinguishing feature of which
is that the cooperative buys from or sells to a patron-member at tentative prices equal to going market prices. At the year's end, patronage
dividends, which represent the difference between gross receipts and
the cost of operations, are distributed to members. Secondly, if there
is either no established market or the cooperative is in control of the
market for the products which it buys or sells, the tentative prices paid
by or to a patron-member may be more or less arbitrarily fixed. Patronage dividends are distributed at the end of the year, but the total
amount of those patronage dividends will not accurately measure the
cooperative's gain from its operations for the year. Finally, prices may
be fixed, in the case of marketing operations, at sales value minus estimated operating expenses, or, in the case of purchasing operations, at
costs plus estimated operating expenses.. In such cases, the amount of
patronage dividends payable at the end of the year will depend on the
extent to which operating expenses were inaccurately estimated.
In all three cases, the advantages to the patron of doing business
with the cooperative of which he is a member will be reflected in the
higher total amounts which he ultimately receives for his product (price
plus dividends), or the lower prices which he ultimately pays for his
purchases.16
The distinctive characteristic of the cooperative is that it is obligated
under its agreement with each member to allow him to participate in
distributions of what are termed its "net margins,"17 whether or not
such amounts are derived from transactions with that member.18 (In16 Which of the three types of pricing policies is adopted by a cooperative has no bearing
on whether that cooperative should be held to have realized taxable income for the year's
operations. If either of the latter two methods are used, however, a substantial administrative
problem is presented in determining the amount of that income, once it is recognized that any
income was realized.
17 The net proceeds derived by cooperatives from business operations are variously called,
in cooperative statutes, the by-laws of cooperatives, and elsewhere, "net income," "net earnings," "net profits," "net margins," "net proceeds," "net savings" or "net over-deposits."
See statutes and.by-laws quoted in Adcock, ''Patronage Dividends: Income Distribution o:q
Price Adjustment," 13 LAw AND CoNTEM, PnoB. 505 (1948); see also HOLBBRT, supra
note 13, at 404 and 413 and In re Wisconsin Cooperative Mille Pool, (7th Cir. 1941) 119
F. (2d) 999 (cooperatives distribute "profits" to stockholders). How they are labeled does
not, of course, determine whether they are taxable.
18 A typical by-law creating such an obligation is the following: ''The net income
remaining after provision for reserves and dividends on the preferred and common stocks of
the association shall be allocated to all patrons in proportion to his patronage of the association during the fiscal year. In computing patronage allocations, the board of directors is
authorized if deemed advisable to make such computations on an equitable basis at different
rates on different classes or kinds of products or supplies handled, or services performed." See
HuLBBRT, supra note 13, at 404.
A more detailed provision in a marketing agreement having the same general effect is
the following: ''The Association agrees to sell, either in the natural or processed state, such
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deed in many instances it would be quite impossible to determine what
the "margin" or profits on dealings with a particular member had been;
and in no case is there any attempt to make such determination.) The
"net margins" of a cooperative corporation are commonly defined
in its by-laws, or in its contracts with members, to be, in substance, its
gross receipts (incl~ding payments by members at tentative purchase
prices) less (I) cost of goods sold (including payments to members at
tentative purchase prices); (2) marketing or purchasing costs; (3)
manufacturing and processing costs; ( 4) administrative and general
expenses; and (5) reserves for depreciation, and contingency reserves
not to exceed a :fixed percentage of gross receipts. Net margins are thus
determined in the same manner as the net profits of any business corporation. They·represent the funds out of which dividends on capital
stock and patronage dividends are payable to members.19 The amount
of patronage dividends distributable to a particular member are usually
measured by the ratio of the total of purchases and sales by that particular member to the total of all purchases and sales by all members,
either on a dollar, weight or volume basis.
Patrons of many nonexempt cooperatives who are not members of
the corporation do not participate in net margins, but receive or pay
as final prices what would he tentative prices, if received or paid by
members. Net margins which are derived from transactions with nonmember patrons are not allocated to nonmembers, but are included
in determining the amount· of patronage dividends available for allocation to members. In other words, profits from operations go to members
(stockholders) as in the case of an ordinary business corporation. It is
generally the practice of nonexempt cooperative corporations to include
receipts derived from transactions with nonmembers in their gross inproducts, together with the products delivered by other producers, and to pay therefor ratably
the amount received therefrom as settlement in full to the Producer, less the following •
deductions authorized by the Producer: (a) advances, interest upon advances, interest or
dividends on capital, the cost of picking, gathering, harvesting, seeding, assembling, transporting, handling, crating, packing, inspecting, processing, financing, advertising, storing, insuring, selling, marketing such products and/or products derived therefrom; (b) organization,
operating and maintenance expenses and purchase of stock in a central agency; (c) revolvingfunds retains for the purpose of building up such an amount of capital as may be deemed
necessary by its board of directors from time to time and for revolving such capital in the
manner that may be provided in the by-laws of the Association of not to exceed -% of the
gross sale price of such products and/or products derived therefrom; (d) reserves which have
the status of capital to meet the general contingencies of the business of the Association of
not to exceed -% of the gross sale price of such products and/or products derived therefrom.
Deductions made for capital purposes and for revolving such capital from time to time shall
be evidenced by certificates of preferred stock in the Association [or, in the case of a nonstock
corporation, by revolving fund certificates]." See HULBERT, supra note 13, at 388.
19 See

United Cooperatives, Inc., 4 T.C. 93 (1944).
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come for federal income tax purposes, though they do not include in
taxable income profits on dealings with members.20
The amount of a member's participation in net margins is usually
fixed by the board of directors of the corporation at the end of each year.
The board then determines what part of the patronage dividend should
consist of (1) a cash payment; (2) debt of the corporation, sometimes
in the form of a "certificate of indebtedness" required to be redeemed
for cash on or prior to a fixed date, put bearing no interest and subordinate to the claims of other creditors on liquidation; (3) common
or preferred stock of the corporation; or ( 4) evidences of other equity
interests such as a "patronage dividend certificate" redeemable for cash
only in the discretion of the board, having no voting or dividend rights
and subordinate to all creditors' and stockholders' claims on liquidation.21 Thus, although the corporation is obligated to allow the participation of a particular member in net margins for a given year and the
ext~nt of that participation is fixed by prior agreement with the member, the form of participation is generally within the exclusive control
of the board of directors of the corporation. As a result, a member may
become an investor of additional funds in the corporation involuntarily,
either as a creditor or as a stockholder or the owner of other equity interests.
The involuntary investments of a member in the corporation resulting from the distribution of patronage dividends, other than in the
form of cash, will usually be carried on the liability side of. the corporation's balance sheet as patrons' equities, either in the ~tock account or
. "22 or
as a "reserve £or working cap1·ta1,,, "reserve £or plant expansion
under other designations indicating the general purposes for which the
corporation intends to use the funds retained by it.23 Net margins re20 See

Fruit Growers' Supply Co. v. Commissioner, (9th Cir. 1932) 56 F. (2d) 90.
Jensen, "The Collecting and Remitting Transactions of a Cooperative Marketing
Corporation," 13 I.Aw .AND CoNTEM. PnoB. 403 (1948). By allocating patronage dividends
in the form of ''book credits" not payable on demand or at any other fixed time, cooperatives
might avoid taxes on both the corporation and its members. Id. at 416-7.
2 2 Such reserves used for plant expansion are not, as in the case of an ordinary corporation, the residue of income left after the payment of taxes. They are set aside out of income
which has not been taxed at all.
23 For example, entries on the liability side of the balance sheet of Southern States Cooperative for the year ended June 30, 1946, were as follows: "Current liabilities: Accounts
payable for current bills, accrued taxes and other expenses, dividends payable to stockholders
and patronage refunds- payable in cash •.•; Net worth: Capital stock and capital reserves
representing stockholders' and patrons' equities as of June 30, 1946•••; Capital Stock•••;
Capital Reserves: Reserves for working capital.•• Reserves for inventory declines ••• Reserves
for self-insurance••• Reserves for contingencies and other specific purposes••••" See Hearings before Committee on Ways and Means on Proposed Revisions of the Internal Revenue
Code, 80th Cong., 1st sess., p. 2076 (1947).
21 See
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tained by cooperative corporations are, of course, a principal source of
working capital and of funds for expansion of such corporation.s. They
may also have· a small amount of bank loans; and may possibly finance
the construction of plants or other properties by means of an issue of
preferred stock to the public.24

II
PRESENT TAX TREATMENT oF CooPERAnv.Es

Representatives of cooperative corporations have advanced two principal alternative contentions for exemption over the years: (I) The
first and broadest is that such corporations should be entirely exempt
from the income tax. That contention has borne fruit in section
101(12) of the Internal Revenue Code, already referred to. (2) The
second is that amounts distributed to members as patronage dividends
do not constitute part of the income of the cooperative and cannot constitutionally be taxed to it.25 Two corollaries of this second line of defense are sometimes stat~d, usually as a concession by the cooperatives
in liei:i of full income taxation: (a) income or net margins realized
from transactions with nonmembers may be taxed to the cooperative
even though such amounts are distributed to members;26 and (b) income or net margins realized by the cooperative, and distributed to
members in the form of stock or othel,' securities, but not cash, may be
taxed to the cooperative.27
.
No question seems to be raised about the taxability to the coopera24 Section 101(12) contains-this sentence: "Exemption shall not be denied any such
association because it has capital stock, if the dividend rate of such stock is fixed at not to
exceed the legal rate of interest in the State of incorporation or 8 per. centum per annum,
whichever is greater, on the value of the consideration for which the stock was ~ed, and
if substantially all such stock (other than nonvoting prefened stock, the owners of which are
not entitled or permitted to participate, directly or indirectly, in the profits of the association,
upon dissolution or otherwise, beyond the fixed dividends) is owned by producers who market
their products or purchase their supplies and equipment through the association••••"
25 See Rumble, "Cooperatives and Income Taxes," 13 LAw AND CoNTEM. PROB, 534
(1948); Fowler, "The Cooperative Yardstick," 13 LAw AND CoNTEM. PROB. 445 (1948).
Paul, "The Justifiability of the Policy of Exempting Farmers' Marketing and Purchasing
Cooperative Organizations from Federal Income Taxes," 29 MmN. L. REv. 343 at 374,
note 121 (1945), takes no position on the constitutional issue.
2 6 See, to this effect, S.M. 2595, ill-2 Cum. Bul. 238 (1924); Fruit Growers' Supply
Co. v. Commissioner, (9th Cir. 1932) 56 F. (2d) 90. Paul, ''The Justifiability of the Policy
of Exempting Farmers' Marketing and Purchasing Cooperative Organizations from Federal
Income Taxes," 29 MmN. L. REv. 343 at 371 (1945), apparently concedes this point.
21 See the amendment offered by Senator Williams to H.R. 8920 on July 5, 1950,
proposing to tax some income of cooperatives; and the discussion in the 96 CoNG, REc.,
14007-14022 (1950). Senator Williams later withdrew his amendment.
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tive member of whatever cash receipts he has from it.28 On the other
hand, it is likely that many members do not take into account in computing their incomes the value of stock or other securities, not in cash,
received from the cooperative, simply because they are not cash, and
cannot be used to pay the tax.29
The Treasury's reaction to the contentions of cooperative representatives has been consistently liberal ever since the income tax was
first imposed.30 The expansion by Congress of the scope of the exemp. tion to its present form largely represents an incorporation of administrative rulings by the Treasury into statutory law.31 And the courts
have frequently invoked the Treasury's own rulings in deciding cases
against it, thereby avoiding any need for an independent analysis of
the problem.32 Today, the tax status of a cooperative must be determined mainly in the light of the more recent Treasury rulings.
1. The Statutory Exemption. By its terms, the statutory exemption applies only to farmers' and like associations organized on a cooperative basis which (a) market the products of members or other
producers and return to them the proceeds of sales, less necessary marketing expenses, on the basis of the quantity or value of the products
furnished, or (b) purchase supplies and equipment for their members
or others at cost plus necessary expenses. With respect to both marketing and purchasing associations, the statute requires that there shall
be no discrimination between members and nonmembers in returning
the net proceeds to patrons in proportion to the produce marketed or
supplies purchased. Moreover, the statute specifically" provides that the
exemption shall be lost if the association markets or purchases more
2 8 Paul, "The Justifiability of the Policy of Exempting Farmers' Marketing and Purchasing Cooperative Organizations from Federal Income Taxes," 29 MINN. L. REv. 343 at
370 (1945), concedes that both cash proceeds and cooperative stock or other securities received are taxable to the member recipient.
29 To et1rb this practice the Treasw:y recently issued Income Tax Information Release
No. 2 (April 13, 1950).
so See THB TAXATION OF FARMBns' CooPERATIVB AssoCIATIONS, Treas. Dept., Div. of
Tax Research, pp. 11-12 (Oct. 1947).
31 The 1913 act exempted "agricultural or horticultural organizations." The 1916 act
extended the exemption to "farmers', fruit growers' or like associations organized and operated
as a sales agent ••• of its members••••" The 1921 act granted a similar exemption to purchasing cooperatives. The 1926 act further broadened the exemption to its present scope.
The only later amendment was that in the 1934 act which provided that transactions with
the United States should be disregarded in determining eligibility for the exemption.
8 2 See, for example, Farmers' Cooperative Company v. Birmingham, (D.C. Iowa 1949)
86 F. Supp. 201; Midland Cooperative Wholesale, 44 B.T.A. 824 (1941); and Farmers'
Cooperative Creamery, 21 B.T.A. 265 (1930). Contra: Riverdale Cooperative Creamery
Association v. Commissioner, (9th Cir. 1931) 48 F. (2d) 711 (ignoring a Treasw:y regulation in denying an exemption).

178

MICHIGAN

LAw REvmw

[ Vol. 49

products for nonmembers than it does for members, and purchasing
cooperatives lose their exemption if more than 15 % of their ·purchases
are for persons who are neither members nor producers. If capital is
raised by the sale of stoak, substantially all the stock (except nonvoting,
nonparticipating preferred stock) must be held by producers, and dividend rights must be limited to no more than 8% or the legal rate of interest in the state of incorporation, whichever is greater. Business with
the federal government or its agencies is, however, disregarded in determining the right to exemption. ,
The Treasury has held that the exemption is not confined. to cooperatives whose members are actually farmers, but extends to federated
farmers' cooperatives and subsidiaries of exempt cooperatives which
meet the statutory test. 33 The Treasury has also extended the exemption to cooperatives whose activities include manufacturing or processing in connection with their marketing function. 34 While under the
statute patronage dividends must be paid to all producers on the same
basis, the Treasury holds that this requirement is met if the cooperative,
instead of paying patronage dividends to nonmember purchasers in
cash, keeps permanent records from which the proportionate shares of
the patronage dividends due to nonmember producers can be determined, and such shares are made applicable toward the purchase price
of a share of stock.35 That provision permits an exempt cooperative to
use nonmember patronage dividends as a source of working capital and
expansion, and it also permits a cooperative to circumvent the statutory
requirement that 50% of its business be done with nonmembers, since
it can convert a nonmember into a member by applying his undistributed patronage dividends toward purchases of a share of stock or
membership in the association.36 The Treasury has also broadly defined "supplies and equipment," as that phrase is used in the statute,
to include "groceries and all other goods and merchandise used by a
farmer in the operation and maintenance of a farm or the farmer's
household."37
The statute provides that exemption shall not be denied if a cooperative maintains "a reserve required by State law or a reasonable
reserve for any necessary purpose." In practice, the Treasury has ·conas See G.C.M. 11068, XII-I Cum. Bul. 122 (1933); S.M. 2286, 2288, and 2595,
ID-2 Cum. Bul. 236, 233, 288 (1924); I.T. 2000, ID-I Cum. Bul. 290 (1924). See Farmers'
Cooperative Creamery, 21 B.T.A. 265 (1930).
34 See Mim. 3886, X-2 Cum. Bul. 164 (1931).
S5Treas. Reg. 111, §29.101(12)-1.
so See I.T. 2791, Xill-1 Cum. l3ul. 77 (1934).
a1 See I.T. 2748, XII-2 Cum. Bul. 72 (1933).
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strued reasonable and necessary nonmandatory reserves to include not
only specific contingency reserves,3 8 but also· reserves "to provide for
the erection of buildings and facilities required in business or for the
purchase and installment of machinery and equipment or to retire
indebtedness incurred for such purposes. . . ."39 Consequently, it is
possible for an exempt cooperative to reinvest a substantial portion of its
net margins in plant and equipment without either the association or
the patron being taxable thereon.40 Moreover, exempt cooperatives do
not pay any tax on nonoperating income, such as interest on bank
deposits or investments, dividends and capital gains, or on business
done with the United States.
Statutory exemptions of corporations from income taxation rest on
broad questions of social policy, not on close legal analysis. Th~ question of granting or denying an exemption is essentially one for the
legislator or citizen, not for the lawyer. In general the statute seems to
· contain too many express exemptions41 for times like t¾ese when many
taxable corporations and many individuals must yield to the government
more than half of all they make. For a competitor to be completely free
of tax under such circumstances is to bestow upon him an overpowering
competitive advantage.
The original concept of an exempt cooperative was a cross-roads
organization of a few farmers, banded together to buy or to market collectively for mutual advantage. The cooperative was simply the agency
the few farmers utilized for their purposes; its acts were their acts, and
its income was their income. Whatever might have been the correct
tax philosophy applicable to such a store or gristmill at the forks of the
creek, it is hardly applicable to a multimillion dollar enterprise, operated by officers and directors, paying dividends on stock and patronage
to its member-stockholders. The latter organization cannot be regarded
as the mere agent of its members. It is simply a large buying or selling
organization making large profits like other successful organizations.42
38 Such as reserves for foreseeable losses or expenses which are properly chargeable in
whole or in part to the current accounting period.
39Treas. Reg. 111, §29.101(12)-1.
.
40 A nonexempt cooperative which wishes to set up reserves for expansion out of net
margins has to make some form of allocation of net margins to avoid subjecting the amount
of the reserve to tax.
41 There are now 19 paragraphs in section 101 describing different varieties of exempt
corporations; some of the paragraphs describe several kinds.
42 Paul, "The Justifiability of the Policy of Exempting Farmers' Marketing and Purchasing Cooperative Organizations from Federal Income Truces," 29 MINN. L. REv. 343 at
354 (1945), emphasizes that the exemption "is not as broad as is sometimes assumed." The
restrictions he notes (limitations on dealing with nonmembers, and on financing), however,
do not seem to have greatly prejudiced the growth of exempt cooperatives.
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Its only remaining claim to exemption is the fact that its stockholders or members may be largely (but by no means exclusively) farmers.
But if the corporation has a large income, can that income be fairly
exempted from tax, however worthy the class of citizens who receive it'?
No one contends that the farmer or the baker or the candlestick maker
should be exempted from the income tax on his own income, whether
or not he receives it from a cooperative. The case of the cooperative
for exemption can be no better. Consequently, however valuable the
services cooperatives perform, prima facie their incomes should be
taxed like the incomes of their competitors performing similar services:
To eliminate the exemption would not destroy cooperatives. It
would simply put them on exactly the same tax footing as other corporations. They should still flourish if they perform good service, for
· they have well-established customer relations.
2. The Exclusion of Patronage Dividends from the Gross Income
of Nonexempt Cooperatives. As a result of a series of Treasury rulings
dating back to 1914,4 3 a nonexempt cooperative is not required to pay
any tax on its net margins which are distributed to members or nonmembers in the form of patronage dividends. The Tax Court and other
lower federal courts have followed the Treasury's rulings in the relatively few cases which have come before them.44 The issue of whether
net margins are taxable to cooperatives under the Sixteenth Amendment, however, has never been resolved by litigation.45
43T.D. 1996 (1914); T.D. 2737 (1918); O.D. 64, I Cum. Bul. 208 (1919); I.T.
1499, 1-2 Cum. Bul. 189 (1922); I.T. 1566, 11-1 Cum. Bul. 85 (1923); S.M. 2288, ill-2
Cum. Bul. 233 (1924); S.M. 2595, ill-2 Cum. Bul. 238 (1924); A.R.R. 6967, III-I Cum.
Bul. 287 (1924); G.C.M. 12393, Xll-2 Cum. Bul. 398 (1933); G.C.M. 17895, 1937-1 Cum.
Bul. 56; I.T. 3208, 1938-2 Cum. Bul. 127.
44 Farmers' Cooperative Co. v. Birmingham, (D.C. Iowa 1949) 86 F. Supp. 201; United
Cooperatives, Inc., 4 T.C. 93 (1944); Midland Cooperative Wholesale, 44 B.T.A. 824
(1941); Valparaiso Grain & Lumber Co., 44 B.T.A. 125 (1941); Farmers' Union Cooperative
Association, 13 B.T.A. 969 (1928); Anamosa Farmers Creamery Co., 13 B.T.A. 907 (1928);
and Home Builders Shipping Association, 8 B.T.A. 903 (1927).
45 See THE TAXATION oP FARMEns' CooPERATIVE AssoCIATIONS, Treas. Dept., Div.
of Tax Research, p. 28 (Oct. 1947). The decision of the Circuit Court of Appeals for the
Second Circuit in Railway Express Agency v. Commissioner, (2d Cir. 1948) 169 F. (2d)
193, cert. den. 336 U.S. 944, 69 S.Ct. 808 (1949) indicates, however, that the taxation of
nonexempt cooperatives would raise no constitutional problem. In that case Railway Express
Agency, Incorporated, was owned by seventy railroads, each of which had agreed with the
Agency that at the end of each year the net operating proceeds of the Agency (gross revenue
less expenses, including depreciation) would be distrj.buted to the railroads, each of which
was to receive a proportionate share according to the amount of express business it had
handled on its line. The commissioner asserted that such net proceeds were taxable to the
Agency, even though so distributable. The Court sustained the commissioner, stating that
"if the corporate device is used for business advantages, there is no just ground for protest
when it results in tax liability." It is to be noted that the Agency in the Railway Express
Agency case, which had all the essential characteristics of a cooperative, should not have been
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In order for the rulings to be applicable, the cooperative must be
definitely obligated at the time of transactions with patrons, by charter
provision, by-law, or express contract,46 to return to them any net
margins in proportion to their patronage, without the necessity of any
further corporate action. If business is being transacted with both members and nonmembers and only members are eligible to receive patronage dividends, exclusion is allowed only on that portion of patronage
dividends which represents margins from transactions with members.47
It is immaterial, however, whether patronage dividends are distributed
to members in the form of cash, certificates of indebtedness, stock or
other equity securities.48

III
WHAT Is THB INCOME OF A CooPERATIVB?

All the federal income tax la\YS adopted since the approval of the
Sixteenth Amendment in 1913 have sought to tax income of all kinds
and from all sources,49 whether realized by individuals, corporations,
associations, trusts, or other forms of organization, with the exception
of a relatively few organizations deemed by Congress to possess some
kind of public interest meriting exemption from the tax.50
The incorp.e tax laws from the beginning have treated as separate
taxable entities (1) corporations51 and (2) individuals having security
interests in such corporations.52 A corporation is required to compute
its own income, and pay the tax thereon, irrespective of the extent or
manner of the distributions of its income to shareholders.53 Thus, two
business corporations each having $100,000 net income pay the same
taxable on such distributions under the Treasury rulings, since it had a pre-existing obligation to distribute its net proceeds from operations to its stockholders on the basis of the
volume of business transacted with them.
46 See cases cited supra note 44.
47 See Fruit Growers' Supply Co.
48 All such forms of payment are

v. Commissioner, (9th Cir. 1932) 56 F. (2d) 90.
regarded as the equivalent of cash distributions in the
hands of patrons, the theory being that they are cash payments automatically reinvested under
the provisions of the charter, by-laws, or other contracts previously agreed to by the patrons.
See United Cooperatives, Inc., 4 T.C. 93 (1944).
49 See the definition of "gross income" in section 22 of the Code.
50 Namely, those specified in section 101 of the Code.
51 See section 13 of the Code, imposing the tax on corporate income.
52 Dividends are one of the varieties of income listed in section 22; and section 115
defines distributions by corporations at length.
'
53 Section 52 of the Code provides for corporation returns of gross income, deductions
(section 23) and credits (section 26). Neither of the latter two sections eliminates from
taxable income dividends paid except that section 26(h) grants a credit applicable only to
the corporate surtax for dividends paid on certain preferred stock of public utilities. •
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federal ·income tax, though one distributes its entire income to its stockholders and the other distributes none or one-quarter or one-half, whatever the basis of allocating the distributions among shareholders.
On the other hand,· the individual corporate shareholder pays the
tax only on that part of the corporate income which is distributed to
him, not on corporate earnings or accumulations;54 but he pays the
same tax on the dividends he has received that he would pay on any
other form of income. He receives no credit for the income tax already
paid by the corporation.55
The so-called net margins of cooperative corporations constitute in
reality the net income of such corporations; and the members of the
corporation have, for tax pµrposes, the same status as the stockholders
of a business corpo~ation. The net margin is quite as much the net
profit of the cooperative as the· exactly similar net margin or operating
income of the stock corporation buying or selling goods next door. The
stock corporation seeks to make a gain from its operations. If it succeeds, it distributes dividends to shareholders, after paying a federal income tax on its• earnings. The cooperative also seeks to make a gain,
a net margin, from its operations. If it succeeds, it distributes pro rata
portions on a patronage basis. It should pay a federal income tax on
its gains, just as its comp·etitor must do.56 There is no legitimate reason
for excluding from tax the net income of one business enterprise, which
fully enjoys all the protection and services the State has to give, while
subjecting to tax the net income of its neighbof doing the same business
in a manner differing only in form. In these days of heavy taxation,
any such discrimination is grossly unfau:. It is bo1,1nd to tend to drive
the taxed organizations out of existence, leaving the State with no sup54 This is the general rule, since dividends are defined as part of gross income. But the
undistributed net income of a foreign personal holding company must be included in the
returns of domestic shareholders. See I.R.C., c. I; Supp. P, and I.R.C., §337. See also
NATIONAL TAX AssoCIATION, Rl!PoRT oF CoMMITTEE ON FEDERAL TAXATION oF ConPoTIONS 48 (1939), advocating that stockholders be taxed on ratable portions of corporate
income whether distributed or not.
55 Prior to 1936, the individual corporate shareholder did not pay the normal tax on the
dividends he received. There has been much recent advocacy of a fair credit to stockholders
for the corporate taxes already paid on income distributed to them.
56 The exemption of cooperatives' income from corporate tax probably originally stemmed
from a Congressional desire to benefit small marketing organizations acting for farmers. In
recent yea~, there has been much confusion as to what a cooperative's income actually is; and
for that reason among others the exemption has persisted, though the factual basis for it has
largely disappeared. In addition, the generally accepted view that it is unfair to tax distributed
corporate income twice, while taxing other income only once, may have aided a little in the
preservation of the status quo; for the distributed income of cooperatives may be taxable to the
farmers ·who receive it (as, e.g., part of the sale price of farm products), even though it is not
taxed to the corporation which realizes the income.
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port from the organizations which are conducting much of the business
activities in the State.
The position taken by apologists for the exemption from income tax
of the net margins of cooperative corporations seems to be that net
margins do not represent income to the corporation mainly on either
of two grounds: 57 (I) The corporation acts as an agent for its members,
takes legal title to their products as a trustee only for the purpose of
facilitating sales, and, in paying to them patronage dividends, is merely
accounting for the profit earned by a principal on the sale of his products by an agent;58 and (2) the corporation operates its business at cost
and the payment or allocation of a patronage dividend, therefore, represents only the final adjustment in the sales price of products bought
or sold by the corporation from or to its members.59
•
Under either theory, reliance is placed on the fact that the corporation is under a firm obligation to its members to allocate its net margins
for the year in some form or forms of patronage dividends.60 If the
member authorizes the corporation, in its discretion, to satisfy that
obligation by the issuance of debt. or equity securities rather than by
the payment of cash, the issuance of such securities is said merely to
represent an investment by the member in the corporation, as a result
of which it is contended that no income to the corporation arises.
Under the principal-agent theory, the corporation may assert that it
should not enter receipts from sales on behalf of its principals on its
income tax returns at all. Under the price-adjustment theory, it may
enter receipts from sales, but will subtract patronage dividends as part
of the cost of goods sold or, in the case of sales to members, as a return
or allowance.
57 It is sometimes also seriously contended that a cooperative corporation is merely a partnership, despite the fact that it has all the legal attributes of an ordinary business corporation.
See THB TAXATION OIi FARMERS' CooPERATIVB AssoCIATIONs, Treas. Dept., Div. of Tax
Research, p. 29 (Oct. 1947).
58 See, for example, Paul, ''The Justifiability of the Policy of Exempting Farmers' Marketing and Purchasing. Cooperative Organizations from Federal Income Taxes," 29 Mnm.
L. REv. 343 at 369 (1945): ''The administrative practice has been to exclude patronage
dividends from a cooperative organization's income even where the organization is not exempted from tax. This is the correct view in the case of true cooperatives, not because these
patronage dividends are deductible expenses, as is sometimes contended, but because they
are amounts to which the cooperative has no claim and takes as agent only."
59 The price adjustment theory is the one most frequently advanced and is the one maintained by the Treasury [G.C.M. 12393, XII-2 Cum. Bul. 398 (1933)] and recognized by the
courts [Uniform Printing and Supply Co. v. Commissioner, (7th Cir. 1937) 88 F. (2d)
75; United Cooperatives Inc., 4 T.C. 93 (1944)]. It is answered in Adcock, "Patronage
Dividends: Income Distribution on Price Adjustment," J3 LAW AND CoNTEM. PROB. 505
(1948).
60 In the absence of such an obligation, the corporation is subject to full taxation. Fountain City Cooperative Creamery Assn. v. Commissioner, (7th Cir. 1949) 172 F. (2d) 666;
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I. The Agency Theory. One corporation may act as an agent for
other corporations, a group of individuals, or even its own stockholders
or members. It may be that some small cooperative organizations in
the early days were in reality the agents of their members. That might
be true, for example, of a cooperative corporation which sold the products of a particular member and accounted to him for the profit or loss
made on sales of his specific products. A cooperative and its members,
however, like a corporation and its stockholders, are not dealing with
each other at arms' lengtj:1.,61 and their allocation between themselves
of income earned by them jointly is not necessarily conclusive for tax
purposes.62 Otherwise, the real economic income of a corporation; or
of other taxable entities recognized as such under the Internal Revenue
Code, would be distributed to its equitable ovvners in transactions with
them without the payment of a corporate tax-a result which obviously
should not be and, in other cases, is not allowed. 63
American Box Shook Export Assn. v. Commissioner, (9th Cir. 1946) 156 F. (2d) 629;
Clay Sewer Pipe Assn. v. Commissioner, (3d Cir. 1943) 139 F. (2d) 130; Peoples Gin
Co. v. Commissioner, (5th Cir. 1941) 118 F. (2d) 72; Druggist Supply Corp. v. Commissioner, 8 T.C. 1343 (1947). One case has held that the mere existence of such an obligation means that members, and not the corporation, own net margins and, ipso facto, the
corporation cannot be taxed on income which does not belong to it. San Joaquin Valley
Poultry Producers' Assn. v. Commissioner, (9th Cir. 1943) 136 F. (2d) 382. That case,
however, makes no reference to the deeply rooted principle that income taxes cannot be
avoided by the assignment of future income. See, for example, Lucas v. Earl, 281 U.S. 111,
50 S.Ct. 241 (1930).
61 That fact was recognized by the Treasury in its 1947 study of cooperatives: ''There
is • • . an inevitable conflict of interest between the ordinary corporation as buyer or seller
with the farmers with whom it does business. The cooperative, on the other hand, is usually
so organized that the interest of each member as an owner is at least roughly proportionate to
his interest as a customer. This means that there is no conflict between the objectives of the
cooperative and its member-patrons." See THE TAXATION OP FARMEns' CooPERATIVE AssoCIATIONS, Treas. Dept., Div. of Tax Research, p., 8 (Oct. 1947).
62 Section 45 of the Code, which authorizes the commissioner to allocate income between
or among related taxpayers, recognizes that related taxpayers cannot always be relied upon to
assign income to the taxable entity which actually earned it.
63 See United States v. Philadelphia Knitting Co., (3d Cir. 1921) 273 F. 657 at
658: "Admittedly the Government has a right to collect taxes on net income of a corporation
based on profits after all ordinary and necessary expenses, including salaries, are paid. It has
a right, therefore, to attack the action of a board of directors and show by evidence, not that
a given salary is too much, but that, in the circumstances, the whole or some part is not salary
at all but is profits diverted to a stockholding officer under the guise of salary••••" See also
National Carbide Corp. v. Commissioner, 336 U.S. 422, 69 S.Ct. 726 (1949) (operating
income of subsidiaries cannot be effectively assigned to parent corporation); Moline Properties,
Inc. v. United States, 319 U.S. 436, 63 S.Ct. 1132 (1943) (gain on sale of realty by title
holding corporation taxable to it and not its shareholders); United States v. Joliet and Chicago
Railroad Co., 315 U.S. 44, 62 S.Ct. 442 (1942) (rent paid directly to stockholders of lessee
corporation taxable to the corporation); Ingle Coal Corp. v. Commissioner, (7th Cir. 1949)
174 F. (2d) 569 (royalties were really dividends); Railway Express Agency, Inc. v. Commissioner, (2d Cir. 1948) 169 F. (2d) 193, cert. den. 336 U.S. 944, 69 S.Ct. 808 (1949)
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Furthermore, "principal-agent" is an inappropriate label for the
legal relations between a large cooperative corporation and its members.
To be sure, in common speech, the term "agency" is applied to many
relations other than those existing between a common law principal
and agent. We speak of insurance agents and automobile agencies,64
though the agent and agency are really independent contractors.
It does not require extended analysis of the facts of the usual cooperative corporation-member relationship to lead one to the conclusion that the present-day cooperative is not technically an agent for the
sale, purchase or manufacture of products for its members.65 "The
essence of agency to sell," according to Mechem, "is the delivery of the
goods to a person who is to sell them, not as his own property but as
the property of the principal, who remains the owner of the goods
and who therefore has the right to control the sale, to fix the price and
terms, to recall the goods, and to demand and receive their proceeds
when sold . . . but who has no right to a price for them before sale or
unless sold by the agent."66 Similarly, he describes an agency to buy
as depending on 'Who is to determine of whom, where, to what extent,
upon what terms, the goods to be supplied are to be procured? If the
person who is to supply them is to determine these matters, then, as
stated in one case, 'there is nothing characteristic of agency in this.' " 67
The control of a cooperative corporation by its members resembles
much more closely the control of a corporation by its stockholders, or
the control of an association by its members, than the control of a common law agent by his principal. The discretion vested in the management of the corporation is substantially equivalent to the discretion
vested in and exercised by the management of any corporation, or by
(additional income held properly allocable to operating subsidiary purporting to act as agent);
Eastern Carbon Black Co. v. Brast, (4th Cir. 1939) 104 F. (2d) 460 (sale to stockholder
at an inadequate price was dividend distribution to him); and R. E. Anderson & Co., 26
B.T.A. 346 (1932) (income earned by corporation and assigned to shareholders was still
taxable to the corporation).
·
64 See S. B. McMaster, Inc. v. Chevrolet Motor Co., (D.C. S.C. 1925) 3 F. (2d) 469
(Chevrolet dealer not the agent of Chevrolet Motor Company).
65 It has been so held. Railway Express Agency, Inc. v. Commissioner, (2d Cir.
1948) 169 F. (2d) 193, cert. den. 336 U.S. 944, 69 S.Ct. 808 (1949); Lake Regent Packing
Assn. v. United States, (5th Cir. 1944) 146 F. (2d) 157; Maryland & Virginia Milk
Producers' Assn., Inc. v. District of Columbia, (D.C. Cir. 1941) 119 F. (2d) 787; Cooperative Central Exchange v. Commissioner, 27 B.T.A. 17 (1932). Several state court
cases on non·tax issues contain language to the contrary. See, for example, Yakima Fruit
Growers' Assn. v. Henneford, 182 Wash. 437, 47 P. (2d) 831 (1935); and Johnson v. Staple
Cotton Co-op Assn., 142 Miss. 312, 107 S. 2 (1926).
66 1 MECHEM, AGENCY, 2d ed., p. 30-31 (1914).
67Jd. at 30.
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the management of an association taxable as a corporation. Methods
of operation, expansion of business activities and the accumulation or
distribution of earnings are matters controlled by members only through
their directors, who exercise a discretion far removed from the limited
authority of a common law agent.
The obligation to allocate net margins. to members is not materially
different from the obligation of any corporation to allocate net earnings to its equitable owners, either by the declaration of dividends or
the accumulation of a surplus in which they have an equity. Moreover, there is not the narrow authority and the strict accountability for
profit and loss on individual transactions that exists between a principal
and his selling or buying agent. 68 On the contrary, the patronage
dividend or the increased·equity of a member in the corporation has no
relation to the gain or loss on individual transactions in which he is involved, but depends on the success of the total enterprise. The actual
profits realized on his goods may be much more than the patronage dividend distributed to him; and, conversely, he may receive a patronage
dividend although the actual result of dealing with him was a loss. The
member is a joint venturer in a corporate business, as is a stockholder
in a business corporation.
His participation in net receipts, it is true, depends on the volume
of business he transacts with. the corporation and not on the volume of
his investment. The taxability of income earned by a corporation or
an association, however, does not depend on whether such income is
distributed to its equitable owners pro rata their capital investment.
On the other hand, it is usual for different classes of equitable owners
of corporations to have different claims against corporate earnings,
whatever the volume of their investment, and it sometimes happens
that earnings are distributed to stockholders as compensation,69 rents, 70
interest,71 loans,72 royalties73 or pargain prices for property,74 whatever
the number of shares held. The incidence of the corporate income
tax is on income earned in the corporate form. The methods of allo68 See cases cited supra note 65.
69 See Botany Worsted Mills v.

United States, 278 U.S. 282, 49 S.Ct. 129 (1929); ·
United States v. Philadelphia Knitting Co., (3d Cir. 1921) 273 F. 657 at 658.
10 Limericks, Inc., 7 T.C. 1129 (1946), affd. (5th Cir. 1948). 165 F. (2d) 483.
11 Talbot Mills v. Commissioner, (1st Cir. 1944) 146 F. (2d) 809, affd. 326 U.S.
521, 66 S.Ct. 299 (1946).
72Regensburg v. Commissioner, (2d Cir. 1944) 144 F. (2d) 41, cert. den. 323 U.S.
783, 65 S.Ct. 272 (1945).
1s Ingle Coal Corp., (7th Cir. 19.49) 174 F. (2d) 569.
74 Eastern Carbon Black Co. v. Brast, ( 4th Cir. 1939) 104 ~- (2d) 460.
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' eating that income among equitable owners is a separate matter to be
determined by agreement among them as expressed in the corporate
charter or elsewhere. But so long as the sources of that income are
the profitable business operations of the corporation, it cannot properly
be relieved of the corporate tax.
2. The Price-Adjustment Theory. The price-adjustment theoryapproved, in substance, by the Treasury-holds that patronage divi- ·
dends derived from products sold to cooperatives are part of the
payment for such products, and so are not includible in gross income;
and that those derived from purchases by members are "discounts"
or "rebates" and, therefore, go to reduce the sales price charged by the
cooperative.
On close analysis, the Treasury's rulings seem inconsistent with its
conclusions in different but analogous situations. The basic question
is: Can a corporation buy products or raw materials from its equitable
owners at prices substantially greater than their market value or substantially greater than the prices at which they are otherwise obtainable; or sell other products to its equitable owners at prices substantially
less than market and, thus, by purporting to do business "at cost,"
avoid earning taxable income?
The Treasury has strongly implied that the last half of the question
must be answered in the negative in a provision appearing in the current Regulations75 and first promulgated in 1923: 76 ·

"If property is transferred by a corporation to a shareholder, for
an amount less than its fair market value, regardless of whether the
transfer is in the form of a sale or exchange, such shareholder shall
include in gross income the difference between the amount paid for
the property and the amount of its fair market value to the extent
that such difference is in the nature of a distribution of earnings or
profits taxable as a dividend...."
Thus, if a corporation purports to make sales to shareholders at less
than market, the transaction is ordinarily to be treated for tax purposes.
as a sale at market, the difference being made up by a dividend constructively received by the shareholder.
The general problem is not an unfamiliar one. It frequently arises
in situations where two entities, distinct for tax purposes, have a
related economic objective and are, therefore, only partially distinct
75Treas. Reg. 111, §29.22(a)-1.
76T.D. 3435, II-I Cum. Bul. 50 (1923).
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economic ent:It:Ies. . A subsidiary corporation, for example, may attempt
to avoid income tax by making sales of its inventory to its parent at
'prices less than it could otherwise obtain, or by making purchases from
its parent at prices greater than it would otherwise have to pay.77 A
corporation, association or other taxable entity may pay a stockholder,
member or other equitable owner excessive compensation for property
or services or sell to him property or services at reduced prices in order
to decrease its taxable income. 78 The firmly established rule in resolving such problems, both before the Treasury and in the courts is that
in transactions between related taxpayers, where there is an element
of self-dealing, economic income cannot be effectively allocated by the
parties so as to mitigate the total tax burden.
Net margins are derived from and are attributable to the business
operations of the corporation and not the efforts or business operations
of its members. In fact, the corporation earns net margins as a result
of its marketing, processing or :manufacturing operations with respect
to the products of all members, and purchases from or sales to a particular member may not result in sufficient receipts to account for any
net margins or, possibly, such transactions may result in a loss. Moreover, payments labelled as "selling prices" by buyer and seller are an
accurate measure of the costs of doing business only so long as buyer
and seller have adverse economic interests and are trading at arms'
length.
For similar reasons, the distribution of net margins to cooperative
members cannot properly be classified as essentially similar to a cash
discount, a rebate, or the refund at the end of the year to customers
of a department store or manufacturing concern of a percentage of their
purchases. Discounts, rebates and refunds are trade practices designed
to accomplish limited, specific purposes, such as prompt cash payments,
quantity sales, or increased future business. They are devised as an
aid in the ultimate realization of larger net profits and necessarily
77 See, for example, National Carbide Corp. v. (::ommissioner, 336 U.S. 422, 69 S.Ct.
726 (1949). Paul, ["The Justifiability of the Policy of Exempting Farmers' Marketing and
Purchasing Cooperative Organizations from Federal Income Taxes," 29 MINN. L. REv. 343
at 373 (1945)] who wrote before this decision, seems to take a view contrary to it. He
accepts -the suggested analogy between the subsidiary-parent and the patron-cooperative
relationship, and then urges that a subsidiary realizes no income in dealing with its parent
at artificial prices. This proposition was very doubtful before the National Carbide Corp.
case; see, e.g. Palmolive Co. v. Conway, (7th Cir. 1932) 56 F. (2d) 83; Buick Motor Co.
v. Milwaukee, (7th Cir. 1931) 48 F. (2d) 801.
78 See cases cited, supra note 63.
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represent only a small part of what would otherwise be profits. Allocations or distributions of the entire net earnings of a corporation, on
the other hand, to its equitable owners, whether stockholders or members, are dividends, from any realistic point of view, and do not reduce
the net income of the distributing corporation.
The basic plan of doing business of the cooperative, like that of a
business corporation, is that the cooperative shall either distribute the
whole profit it makes among its members, or shall accumulate all or a
part of it for their ultimate benefit. The net margin or the patronage
dividend is all or some part of that profit, and it is being distributed
or allocated to the members as the true owners of the business. The
cash discount or department store refund on purchases, on the other
hand, is not a substantial part of the trading profit, and it is being paid,
not to the owners of the enterprise, but to those who are exclusively
its customers. Moreover, if such a distribution were so large as to be
out of line with business transactions conducted at arms' length, if the
payor and the recipient had a community of interest of such a character
as to lead them to disguise the actual nature of their business relations
and to understate the payor's actual income, the Treasury and the courts
should be astute to hold that the discount or dividend constituted part
of the payor's taxable profits.

IV
CONCLUSION

To hold that the net margins of cooperative corporations are taxable
income to such corporations is required by commonly accepted practice
in the income tax field. To exempt such income is to grant an unjustified and very substantial advantage to such corporations not enjoyed
by their taxed competitors. Equity would not be established by taxing
to the cooperatives merely that part of their income which is accumulated, or is reinvested in corporate stock or obligations, while exempting
cash distributions from income tax, for their actual income consists as
well of the net profits or net margins distributed in cash, as of amounts
reinvested in the cooperative. Moreover, other competitive corporations
are taxable on their entire incomes, whether accumulated or distributed.
Nor is the problem satisfactorily resolved by taxing to cooperatives
only that part of their incomes realized from dealings with nonmembers, thus exempting the greater part of their actual incomes-that
realized from sales to or purchases from members. The fact that some
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cooperatives now pay .the income tax, as they say "voluntarily," on
income from dealings with nonmembers is, of course, recognition that
such corporations are realizing income from all such transactions. The
fact that the customer is also an owner makes the profits on dealings
with him all the more clearly income, since he controls the manner in
which the corporation does business with him. Tax gratuities, or
subsidies, in favor of worthwhile social experiments, such as cooperatives, may have been sound and desirable under the low tax rates
prevailing during the first two decades of the income tax. They cannot
be· justified, however, in the political, economic and tax climate of
the 1950's.

